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Gold Prices: Inflation, 
Deflation, Booms and Busts 


Do trees grow to Heaven? 


‘Most, probably, of our decisions to do something positive, the full consequences 
of which will be drawn out over many days to come, can only be taken as the 
result of animal spirits — a spontaneous urge to action rather than inaction, and 
not the outcome of a weighted average of quantitative benefits multiplied by 
quantitative probabilities . . . it is our innate urge to activity that makes the wheel go 
around.’ 
John Maynard Keynes: The General Theory of Employment, 
Interest & Money, 1934 


Introduction: A Crisis of Confidence 
Gold and black gold over six months 
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Chart9.1 Gold and oil prices, May to November 2007. 
Chart courtesy of Lombard Street Research 
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2007 was a wild year for currencies, commodities and investors. In only six 
months from May to November the dollar price of oil was up 60%, gold was up 
20% and the trade weighted US$ fell by about 10%. Such extreme price move- 
ments were surely enough to inspire punters’ ‘animal spirits’ to take a fresh interest 
in gold. The legendary get rich quick prospect. But, if we look at changes in the 
economic fundamentals over the year, can we identify effects likely to continue 
to influence the value of gold, the dollar and other currencies in future? I believe 
we can. Since I started monitoring it on a daily basis in September 2001 prospects 
for gold haven’t looked better and prospects for the dollar and with it other fiat 
currencies haven’t looked more ominous. 

In Chapter 7, The End of Cheap Oil, ‘Chindia’ and Other Tipping Points 
to Instability, we canvassed a range of risks threatening the stable disequilibrium 
of the global economy. They include the US housing bubble deflating, the 
sub prime mortgage crisis imploding, the rapid unfurling of the global ‘shadow 
banking’ enterprise, rising oil prices, the falling value of the dollar, loss of eco- 
nomic leadership by the West to emerging markets, the festering insurgencies 
and unresolved invasions of Iraq and Afghanistan, instability in Pakistan, signs 
of a loss of appetite for fixed income dollar-based securities by America’s creditors 
and the advent of Sovereign Wealth Funds. 

In spite of the challenges to the strength and hegemony of the dollar prospects 
for global economic growth were exceptionally strong until mid-2007. A July 
2007 Fortune Magazine article on “The Greatest Boom Ever’ illustrates the speed 
with which the economic pendulum can swing from optimism to anxiety. US 
Treasury Secretary Paulson was quoted in the article saying ‘This is far and away 
the strongest global economy I’ve seen in my business lifetime.’ However in the 
same article he also gave this warning on risk: 


We haven’t had a global financial shock since 1998. I believe that these large 
and dramatic increases in private pools of capital [hedge funds and private equity] 
and in the credit derivatives markets since then have helped manage and disperse 
risk and make the economy more efficient. When we do have one (a global 
financial shock) — and it’s when, not if; that’s not me being negative, it’s just 
that we’re not going to defy economic gravity — we'll be seeing for the first 
time how some of these instruments perform under stress. 


Credit markets froze when Paulson’s instruments came under stress within 
weeks of the July 2007 Fortune article. It wasn’t long before the Fed, the Bank 
of England and other central banks, as lenders of last resort, had to oblige with 
first tens and later billions of dollars to prevent systemic damage in their areas of 


Gold Prices: Inflation, Deflation, Booms and Busts 177 


responsibility. The ‘increases in private pools of capital [hedge funds and private 
equity] and in the credit derivatives markets’ that Paulson calls ‘instruments’ 
together make up the financial intermediaries other commentators call ‘shadow 
banking’. They have been exposed as a debt enabled complex of leveraged securi- 
ties and derivatives that mushroomed outside the control of central bankers and 
financial regulators.' Pimco’s Paul McCulley defines shadow banking as ‘the 
whole alphabet soup of non-bank levered intermediaries’. Pimco’s Bill Gross 
refers to another of McCulley’s shadow banking analogies ‘where credit is com- 
posed on a keyboard as opposed to a printing press’. Bill Gross also refers to 
‘financialization of the U.S. economy beginning with the de linking of the dollar 
from gold and the deregulation of banking and interest rates’.* 

Granted neither a conventional nor a shadow banking crisis, a house price 
boom and bust, a weak dollar or reckless marketing of securities with high 
default risks will inevitably change the way the world works. But loss of confi- 
dence will. And, through 2007, in many quarters confidence has been lost in 
the stability of the dollar, the integrity of the US financial system and even 
the cohesion of the global economy. In mid-2007 reported losses from the 
so called sub prime mortgage crisis amounting to a few billion dollars were 
enough to cause credit markets to freeze up. Within a few months associated 
losses incurred by Goldman Sachs, Citibank and Merrill Lynch, three of the 
world’s most highly regarded financial empires, brought the tally to above $20 
billion. In a recent report Goldman Sachs’ Chief Economist Jan Hatzius indicated 
losses from sub prime exposure would be far greater than had been assumed 
and could be as high as $400 billion. The impact on the economy will be more 
severe if banks and other lenders are forced to reduce lending by as much as 
$2 trillion. Hatzius estimated this corresponds with 7% of total debt owed by 
the US non financial sector and ‘the drag on economic activity could be sub- 
stantial’. How does a $400 billion loss in the credit markets translate into $2 tril- 
lion of economic damage? 

A Business Week article on Jan Hatzius’s report explains: 


The answer is debt, or leverage. Banks, hedge funds, and private equity firms 
often borrow $10 or more for each $1 of equity they use in a transaction, 
according to estimates by the New York Federal Reserve. When the investments 
pan out, the use of debt boosts their return. When the investments go south, 
the use of debt exacerbates the loss and often leads lenders to be more conservative 
in the future. 


A knock on effect of the credit crisis and steep falls in the value of the dollar 
is that China, and other trading partners funding the US trade deficit have good 
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reason to be anxious about their dollar holdings. Recycling dollar claims into US 
Treasury securities can make sense in the context of a long term trading relation- 
ship where creditors access large markets and accept a secure debt obligation in 
return for granting credit. But the ‘America spends and Asia lends’ formula can’t 
make sense for exporters while the dollar sinks in value and while the US banking 
establishment faces a ‘tsunami of red ink’.’ And, as support for the dollar wanes, 
can the disequilibrium between the US and its creditors remain stable or are we 
bound to face a Wile E. Coyote moment and a dollar plunge? 


Information Resources Including the LBMA 
Annual Gold Price Forecasts 


In the following chapters (11—13) Frank Holmes deals with the historical relation- 
ships between gold, oil prices and dollar weakness, mean reversion and the other 
key factors he takes into account when deciding whether gold prices are reason- 
able or not. The reader will also have access to the most recent London Bullion 
Market Association’s annual analysts’ survey of gold and other precious metals 
price forecasts for the current year supported by reasons for each analyst’s conclu- 
sions. While analysts have different views, together their price forecasts define a 
track of reasonable expectations.* 
Selected analysts’ comments from 2007 follow: 


Ross Norman 
TheBullionDesk.com, London 
_ Gold 

Range: $840—$1,250 
Average: $976 


Following the stonking 30% rise in 2007, we remain manifestly bullish for gold 
prices and forecast that the market is set for another bumper year in 2008. Many 
of the factors that have taken us to record highs are likely to remain in play, but 
more so: specifically, accelerating investment demand of gold ETFs, safe-haven 
buying on ongoing concerns about the stability of the economy — but perhaps 
most importantly, rising inflation. 


Geopolitical tension may ease with the departure of Bush from theWhite House, 
and indeed the dollar may have seen the largest part of its decline, which could 
mitigate things. However, with mine supply remaining static, central bank sales 
comparatively limited, and the demand side fundamentals looking positive, we 
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believe further significant gains are afoot with jewellery demand providing a 
welcome drag on runaway prices. 


Davis, David 

Credit Suisse Standard Securities 
Johannesburg 

_ Gold 

Range: $760-$1, 110 

Average: $950 


Upward pressure on the gold price is likely being driven by the US economic 
environment, rising oil and commodity prices and a change in the dynamics 
surrounding supply and demand. These combined factors have resulted in a 
weakening of the US dollar, which in turn has driven gold higher. The economic 
environment in the US was recently jolted by subprime mortgage losses, the 
tightening of the credit market and the lowering of interest rates. Higher oil 
prices will likely result in inflationary pressures, which in turn will put upward 
pressure on gold. 


Turning to supply-and-demand fundamentals, over the longer term, our studies 
indicate that global gold production (primary supply) will begin to decline as 
the diminishing number of new reserves fails to compensate for dying mines. 
The decline in production will likely be accelerated should the gold mining 
industry continue to incur significant year-on-year inflation rates which are not 
offset by similar or significantly higher gold price increases. 


We believe central bank sales will likely wither going forward, and the banks 
could become net buyers. Producer de-hedging has accelerated in recent years. 
In particular, we expect that AngloGold Ashanti could enter the de-hedging 
market, contributing an additional 3 to 3.5 Moz during 2008.We also believe 
investment demand (ETFs) will continue to berobust during 2008.Volatile and 
higher gold prices coupled with the expected economic slowdown in the US 
and Europe could, however, stem jewellery demand in these areas, but demand 
from China and India will likely remain positive. 


Geopolitical tensions, which generally lead to higher gold prices and price 
volatility, have heightened with the political turmoil in Pakistan after the 
assassination of Benazir Bhutto and the crossborder operations of Turkish troops 
to hunt down Kurdish separatists in Iraq. Tensions are also ever-present between 
the US and Iran and the US and North Korea. Given this longer-term scenario, 
we believe the supply-demand imbalance going forward will begin to accelerate 
at an ever-increasing pace into a net deficit, which in turn will likely put 
significant upward pressure on the gold price. 
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Jeffrey Christian 
CPM Group, NewYork 
_ Gold 

Range: $770—$1,060 
Average: $850 


Political, economic, and financial market concerns will cause investors to 
continue buying historically high volumes of physical gold. In December 2006 
we said 2007 would be a year of great volatility across markets. It was. We 
expect 2008 to see even greater volatility, in currency markets, equity markets, 
and precious metals prices. Mine production will rise, as will scrap recovery. 
Central banks will continue to sell gold, but the key factor directing gold prices 
will be investment demand, as it always is. 


Accessible Information 


Every week Frank Holmes’s US funds group publish an investor alert reviewing, 
analysing and interpreting current economic and market developments, risks and 
opportunities.” Every day the Financial Times’s authoritative commentators analyse 
current developments and the consequences of events being played out on the 
world economic stage, as do commentators writing for the Wall Street Journal and 
other newspapers with finance pages. The Webliography at the end of this book 
includes a carefully selected list of links to accessible information on the range of 
subjects affecting gold. 

A few decades ago many of us regarded macroeconomics as a subject strictly 
for professionals. But that’s no longer the case. Information is generally accessible 
to us now to support investing decisions. 

Investors interested in gold mining companies will find they lack the knowl- 
edge and information resources that specialist funds command. But they will find 
they can easily access research that monitors the performance of gold fund 
managers. 

Though we all now have access to useful current information that affects our 
interests we also have experience of being swamped with information we don’t 
need or can’t use. My approach to keeping well informed is to focus a wide angle 
lens on the gold mining industry, supply and demand for gold, factors affecting 
the dollar and other fiat currencies, global macroeconomic and geopolitical issues. 
The focus covers the spectrum of information I might need and I have routines 
for filtering out information I don’t use. 

Let’s very briefly review some of the ground covered in the previous chapters. 
Our starting point was gold’s stateless money franchise. To gain a better under- 
standing of why gold is valuable as stateless money we have looked at the gold 
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mining industry, rising production costs miners are experiencing, supply and 
demand for gold as a quasi currency (stateless money) and as a commodity used 
mainly in the jewellery manufacturing industry, the rise and fall of the gold stan- 
dard, the dollar standard and the deficit without tears that has endured even 
though the US is now the world’s biggest debtor and borrower. We have exam- 
ined the former Chairman of the Dallas Federal Reserve Bank Robert McTeer’s 
candid description of the dollar standard as being rather like a poker game where 
you never have to cash in your chips and Professor McKinnon’s theory about 
dollar securities being the world’s premier risk free security and not at all like a 
poker game. We have analysed the post 9/11 global monetary reflation, the 
economic consequences of George W. Bush and 9/11 including the costs of the 
war on terrorism, the Iraq and Afghanistan wars, the US housing bubble, and the 
sub prime mortgage credit crunch. We have addressed the financial imbalances 
between the US and the rest of the world, found the global economy in a state 
of stable disequilibrium and reviewed tipping points to instability including rising 
energy and food prices and the overwhelming importance of the Chindia growth 
dynamic. We have reviewed global economic rebalancing and IMF initiatives 
directed at advancing global cooperation to achieve orderly reduction of imbal- 
ances. We have exposed the shadow banking mushrooms that grew like fungi in 
the woods screened from public view by bankers using off balance sheet manipu- 
lations and have commented on the emergence and potential of Sovereign Wealth 
Funds owned by countries with surging current account surpluses seeking optimal 
returns for their foreign reserves. 


Drawing the Threads Together 


You may not agree with the way I draw the threads together but this is how I 
approach prospects for gold and the dollar. Firstly I distinguish between a pre 
9/11 world and a post 9/11 world. America was being harassed by Osama bin 
Laden and other extremists in the pre 9/11 world but was not at war. In the post 
9/11 world America is engaged in wars more unsuccessful and more costly in 
current dollar terms than Vietnam financed with borrowings from trading part- 
ners. Wars are inflationary, war debts are often repaid with an inflated currency 
and currencies of countries at war tend to be weak. 

I believe that post 9/11 President Bush, Fed Chairman Alan Greenspan and 
the world’s central bankers and policy makers did the right thing when they 
orchestrated global monetary reflation. But they went too far. The liquidity and 
easy credit spigots were left too wide open for too long. A flood of cheap money 
unleashed asset price inflation and resulted in bubbles with serious consequences 
for economic stability. 
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Looking ahead I expect policy makers will find themselves obliged to walk 
a tightrope between consumer price inflation and asset price deflation. They are 
likely to recognise deflation as the greater of the two evils and inflation as the 
lesser. If that’s the case, unless a frightful event like another war or a major bank 
failure changes the course of history, central bankers and politicians are likely 
to encourage another reflationary rescue and follow a ‘muddle through’! policy 
agenda until a new President takes office in the White House in January 2009 
and his or her administration get to grips with challenges. That’s unlikely to be 
before mid-2009. But there are two situations that may not wait patiently for 
resolution until then. The first is America’s creditors seeking better returns for 
their funds than low interest fixed income US$ Treasury securities. The second 
is the menacing negative equity crisis developing for homeowners in the US who 
overpaid for properties they couldn’t afford to buy. They will be unable to service 
their mortgage obligations and unable to sell their homes at prices to clear their 
mortgage debt. It will be a crisis because negative equity on a large scale will have 
economic, social and political consequences that restrict the choices open to US 
policy makers. If housing bubbles deflate in other countries, including the United 
Kingdom, similar challenges will be faced. 


Prospects for Gold 


The World Gold’s Council’s report on sales for the third quarter of 2007 reflected 
significantly increased demand for gold as an investment. The report was intro- 
duced with this comment: 


A surge in investor interest on top of robust jewellery demand made Q3 2007 
a further quarter of strong demand for gold. Total identifiable demand reached 
a new record in dollar terms at $20.7bn, up 30% on a year earlier; in tonnage 
terms the rise was 19%. Jewellery demand rose by 6% in tonnage terms over 
Q3 2006 and by 16% in dollar terms. However, identifiable investment demand 
was nearly double year-earlier levels in tonnage terms due to a record inflow 
into Exchange Traded Funds and similar products. The rise in dollar terms 
was 115%,’ 


Demand for gold has been growing steadily over the years but mined gold 
reached a peak of 2600 tonnes in 2001 and has since declined to under 2500 
tonnes. For 2008 only 2400 tonnes are expected. In Chapter 3 on gold supply 
and demand we identified jewellery as stable grass roots demand and identified 
two swing factors that affect price. Central bank sales and investor interest. We 
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know central banks are now committed to a quota sales agreement — and in any 
event would be unwise to sell gold in current turbulent economic conditions and 
know investor interest has been at an all time high. 

Sovereign Wealth Funds could become a third swing factor affecting demand 
for gold — and the most potent factor. We still know little about these funds except 
that they will command trillions of dollars and be a boon to the asset manage- 
ment industry. A Bloomberg report quotes Morgan Stanley economist Stephen 
Jen’s estimates that foreign currency assets held by nation states — minus central 
banks’ official reserves — will swell from about $2.5 trillion now to $12 trillion 
by 2015. Merrill Lynch forecast they will be funded with $7.9 trillion by 2011, 
compared with $1.9 trillion at present. Standard Chartered Plc forecast the funds 
will have $13.4 trillion in assets within a decade, a six fold increase from the 
current level of $2.2 trillion. A gigantic sum of money will be channelled into 
global assets through Sovereign Wealth Funds.” A page on The Goldwatcher blog 
will be devoted to recording and commenting on developments with Sovereign 
Wealth Funds. 

Many knowledgeable commentators have expected that as a way of reducing 
their over exposure to dollars Asian central banks would increase their holdings 
of gold. But that hasn’t happened and probably hasn’t been practical as central 
banks usually disclose any changes in their gold reserves to the IMF. Consider 
this situation. If, for example, China were to announce they had increased its 
gold reserves by even a few billion dollars the announcement would drive the 
gold price up dramatically. The situation would be like the OPEC meeting 
quoted in the chapter on Tipping Points when the Saudi Energy Minister 
was overheard saying that if the press ever heard OPEC were concerned about a 
dollar fall they would experience the fall instantly. But, unlike central banks, 
Sovereign Wealth Funds don’t have to tell anyone what they are doing with 
their funds. They may already be buying gold ETFs. And, whether or not 
that’s the case, we know they are as free to buy gold via ETFs as anonymously 
as you or me. That is why I suggest there are now three swing factors affecting 
the price of gold. Investors, central banks and Sovereign Wealth Funds. Over 
the four years that they have existed gold ETFs have built up a holding of 
700 tonnes of gold worth $19 billion. Sovereign Wealth Funds have already 
been capitalised with about $2.5 trillion. If they were to hold $25 billion, 1% of 
their current assets in gold, the supply demand equation for gold would change 
radically. 

There may also be a fourth swing factor affecting demand. The retail investor. 
If the gold mining industry and the World Gold Council launch a marketing 
campaign aimed at the public for coins and small gold bars in the current eco- 
nomic climate they may be very successful. 
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The Reflationary Rescue 


Investment bank analysis is now generally supportive of gold price prospects. 
Citigroup’s global investment research team forecast that economic challenges 
will lead to another round of monetary reflation and have published reports on 
Gold: Riding the Reflationary Rescue. The reports home in on the multi currency 
euro, yen and dollar gold price rally as a crucial ‘credibility test’ passed by gold. 
The following points headline gold price prospects as outlined in the reports: 


1 A mix of ‘macro/monetary/and supply/demand drivers’ support a favour- 
able case for the gold price. Gold will be a ‘prime beneficiary of the “Re- 
Flationary Rescue” ’ that they expect will generally be positive for hard 
assets and raw materials. 

2 After gold traded above its 28-year high of $730 per ounce in October 
2007 it entered a new investment-driven phase and reasserted its safe haven 
status; and 

3 Supply and demand fundamentals remain strong. Jewellery industry with 
fabrication demand in dollar terms was up significantly year over year, led 
by India up 91%, China 32% and the Middle East 22%. 


An ‘Anti Risk Strategy’ 


Jeremy Grantham, the widely respected value investor and co-founder of the 
money managers ‘GMO’, has a committed view on economic outcomes over 
the next five years. After the global credit crisis erupted in mid-2007 he spelled 
out the opportunity for a major ‘anti-risk bet’. A bet he calls ‘the real McCoy’. 
His take on the disruptions in credit markets was that it was like ‘watching a very 
slow motion train wreck’ and his reasoning followed this line: “The overstretched, 
overleveraged global financial bubble will now certainly deflate. Within five years 
at least one major bank (broadly defined) will fail, half the hedge funds and a 
substantial percentage of the private equity firms in existence now will simply 
cease to exist.’ Grantham acknowledges ‘anti risk’ is ‘a diffused and complicated 
opportunity’. The best way to play it, he advises, is ‘to create a basket of a dozen 
or more different anti-risk bets, for to speak the truth none of us can know how 
this unprecedented risk bubble with its new levels of leverage and new instru- 
ments will precisely deflate’.’ 

I can’t say whether Jeremy Grantham would agree that gold, if bought at a 
reasonable price, is an ideal anti-risk holding. But as far back as early 2006 Marc 
Faber published a commentary titled Why the Fed has no other alternative but to 
print money.'° ‘When debts are as large as they are now,’ he wrote ‘deflating prices 
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and especially deflating asset prices would wreak havoc in the economic system.’ 
As Marc Faber expects the Fed will print money excessively he regards gold and 
other precious metals as essential investor protection. To illustrate his argument 
he presents two charts. The first illustrates debt in the US at over 331% of GDP 
and the second illustrates low US 10-year interest rates only a few points above 
4% — a rate of return inadequate to compensate the holder for the risks of infla- 
tion and currency depreciation. 


Total Credit Market Debt as a % of GDP 
Quarterly Data 12/31/1992-12/31/2006 


12/31/2006 Debt = $44.549 Trillion 


= 331.2% 


12/31/2006 GDP = $44.549 Trillion 


OTOT 


Annual interpolated GDP (including estimates prior to 1929) used prior to 1946. 
Domestic Nonfinancial Debt used prior to 1946. As of December, 1946. 
Domestic Nonfinancial Debt represented 99.4% of Total Çredit Market Debt. 
Tt 
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Chart9.2 Total US credit market debt 1925 to 2006 as % of GDP and US ten year 
interest rate 1960 to 2006. 
Chart courtesy of Marc Faber 
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Faber explains that it isn’t enough to look at monetary growth alone to get a 
picture of inflationary pressures. Credit growth must also be factored in. At the 
time of his study commercial and industrial loans were growing at an annualised 
rate of over 18%, real estate loans were growing at a rate of over 16% and asset- 
backed security issuance was growing at 21%. In other words US credit was 
growing more than four times faster than GDP growth — ‘not exactly the sign of 
a sound and well balanced economy’. He concluded the exceptional rise in home 
prices being experienced at the time was a product of the rapid expansion of 
credit. 

Monetary and credit growth may have slowed down since 2006 but Marc 
Faber’s observation on deflating asset prices “wreaking havoc’ in the US economic 
system and leading to massive defaults and bankruptcies certainly rings true now. 
Keep in mind also that loose monetary policies will lead to further dollar weak- 
ness and, with oil prices surging, fighting inflation won’t go off the Fed’s agenda. 
How will the Fed cope with walking a tightrope between inflation and 
deflation? 

Ben Bernanke makes no secret of his opinions on the causes of the great 
depression and his commitment to fend off deflation at all costs. If he sees any 
danger of deflation, including asset price deflation and the house price bubble 
deflating, he is likely to provide liquidity as necessary even if it has the effect of 
driving down the value of the dollar. Marc Faber’s conclusion on gold prices is 
that if the dollar is debased by excessive money printing it won’t mean much if 
gold is worth $1000, $5000 or $10000 an ounce. The test will be the relative 
purchasing power of the dollar and of gold. In this context gold surely qualifies 
as anti-risk investment. 


Messages from History 


Will the performance of gold over the coming years correspond with previous 
responses to financial market developments and world events? At the time of 
writing the gold price was over $800; the dollar had fallen to an all time low 
against the euro; the oil price was above $95; the extent of the losses that will 
be experienced as a result of the sub prime mortgage and shadow banking crises 
were still unknown and signs were appearing that Asian investors were losing 
their appetite for dollars. Middle East instability remained menacing and President 
Musharraf had declared martial law in Pakistan, a nuclear state. Against the back- 
ground of bad news the gold price had spiked to a twenty-eight year high of 
$840. 

Pundits had been calling for the gold price to reach $850, the level it spiked 
to in 1980. That’s equivalent to about $1900 in 2007 money.'’ However a price 
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spike and a price average over a longer period are very different situations. A 
spike by definition is a short term phenomenon. Spikes often occur in currency 
and commodity markets when short sellers are active and, contrary to their 
expectations, prices go up instead of down. The short sellers then find themselves 
forced to cover their positions at market prices regardless what it costs. Prices 
often also spike when speculation is rife or when rumours spread of a serious 
mishap. The Citigroup analysis mentioned above recognised the possibility of the 
gold price spiking to $1000 and even more. But the year average gold price they 
forecast at the time for both 2008 and 2009 was $750. 


Price Overshoots 


Major price overshoots have also been experienced in currency and commodity 
markets when short term speculators seeking high returns, or investors over 
anxious for safety, drive a currency’s value to unsustainable levels. Then, impressed 
by the price rises trend chasers start buying and push the overvaluation to a height 
and duration orthodox economists can’t explain. At this stage it’s not unusual for 
highly intelligent economists, puzzled with the extent and duration of the ‘over- 
valuation’, to advance theories about why things are different this time and why the 
overvaluation is sustainable after all. This encourages market bulls to believe the 
extraordinary returns of the past will continue into the future and they start to 
buy and chase the price even further above economic fundamentals. The final 
stage of the overshoot is when the supply of trend chasers and other buyers comes 
to an end and a market crash that resembles the collapse of a Ponzi scheme 
follows. In Jeremy Grantham’s words ‘The workings of competitive capitalism 
are, in the end, an irresistible force and that is why everything always trends to 
normal and every very different bubble has always burst.’ 


What’s Different this Time? 


In 1980 when the gold price spiked to an $850 peak reported inflation was in 
the double digits. Now, on reported figures it’s still between 2% and 3%. Market 
enthusiasm for gold in 1980 was inspired by rumours that Ronald Reagan was 
going to bring back the gold standard and gold would go to $1000. While no 
such rumours drive the gold price now gold supply and demand factors are more 
positive than they were in 1980. Another factor in favour of gold now is that in 
1980 sentiment was negative to South Africa and Russia, the world’s two main 
suppliers of gold at the time. South Africa because of Apartheid and Russia because 
of the Cold War and a rise in the gold price would have benefited both countries 
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as the main suppliers at the time of the world’s gold. There is no longer antipathy 
to either country and there are now also many other supplying countries. 

But surely the two most potent demand drivers now are Exchange Traded 
Funds and surging economic growth in China, India, other developing econo- 
mies and the gushing wealth in Middle East and other oil exporting countries. 


Gold Price Suppression 


Serious and combatant gold activists associated with GATA, The Gold Anti Trust 
Association, have over many years challenged the transparency of central bank 
gold derivatives transactions and accused central banks, including the Fed, of sup- 
pressing the gold price. Any evidence of impropriety on these lines could lead 
to a surge in prices with central banks having to cover short positions in hostile 
markets. I have only two comments to make on the subject. The first is that I am 
sceptical of conspiracy theories because of the number of people who would have 
to be involved at different levels of government and private enterprise in the 
conspiracy. The second is that the conspiracy argument is not compelling. The 
basis of their case is that more gold has been sold into the market that has been 
mined or accounted for in reductions of known gold holdings. Therefore, they 
argue, central banks must have made gold available to the market via derivatives 
trades. There are, however, two reasons why that may not be the case. The first is 
that calculations on the world’s stock of gold are really only estimates. The second 
is that, even assuming all production statistics over the last century used in the 
calculations are accurate, it is well known that mines sustain continuous thefts of 
production and, over a century, the seepage can account for a lot of gold that 
never appeared in production records. 


A One Way Risk to Prices 


Morgan Stanley’s chief currency economist Stephen Jen makes a strong case that 
since the anchor of the gold standard was abandoned ‘the price level has had only 
one direction. Up. Deflation is virtually ruled out in our paper currency system 
and risks to prices are almost entirely on the upside. This is because central banks 
are averse to deflation, and they usually don’t correct for upside one-off surprises 
for inflation.’ Marc Faber says much the same thing. Jen has further conclusions 
following a study of almost two centuries of consumer price data for the US, the 
UK and Germany: 
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1 Low inflation usually doesn’t last. Since 1820, periods of exceptionally low 
inflation have usually been followed by periods of high inflation. Episodes 
of high inflation occur typically, but not exclusively, around military 
conflicts. 

2 Inflation has gone global. It has become more synchronised across countries 
over time, probably reflecting increasing globalisation. 


Papering Over the Cracks 


Among Alan Greenspan’s contributions to the direction of the US economy was 
his almost unqualified support for financial derivatives. At a meeting of the Futures 
Industry Association in March 1999 Greenspan said: 


By far the most significant event of finance during the past decade has been the 
extraordinary development and expansion of financial derivatives.... As we 
approach the twenty-first century, both banks and non-banks will continually 
reassess whether their own risk management practices have kept pace with their 
own evolving activities and with changes in financial market dynamics and 
readjust accordingly. Should they succeed I am quite confident that market 
participants will continue to increase their reliance on derivatives to unbundle 
risks and thereby enhance the process of wealth creation. 


Greenspan may have been right that reliance on derivatives to ‘unbundle risks 
and enhance the process of wealth creation’ could be constructive. But what 
about derivatives as they were employed in the shadow banking enterprise? For 
months after credit markets froze in July 2007 we learned in instalments about a 
derivatives industry that was designed to evade regulation, create dubious profit 
opportunities and, as Masters of the Universe, make their own laws. The first 
revelation of this syndrome was when it was exposed that collateralised mortgage 
and other debt obligations were being valued according to theoretical models and 
not to market prices. The next revelation was that leading banks were using off 
balance sheet investment structures on a grand scale to leverage assets beyond 
what would be permissible if the assets were normally accounted for. The third 
alarming revelation was that debt packages were being marketed with Triple A 
credit ratings that included non performing debt. The fourth revelation was that 
junk securities had been peddled throughout the world. Between January and 
the end of 2007 barely a day went by without another revelation that pointed 
to both systematic abuse of derivatives by leading financial institutions, potential 
for systemic risk within the banking system and disclosure of further multi-billion 
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dollar losses. Developments in the deleveraging of finances by investment banks, 
hedge funds and other institutions and bailouts by central banks will be monitored 
on The Goldwatcher blog. At the time of writing no one in the world knows 
how much money will be lost as the shadow banking enterprise collapses or how 
long it will take before credit markets are restored to normal. It may be years 
before reliable estimates of losses can be made. All we know now is that central 
banks in the developed world had to be blind not to see what was happening 
before and are now papering over the cracks and making vast sums of money 
available to try and prevent a global financial breakdown. 

With inflation rising the world’s central banks are now lowering their interest 
rates. Northern Trust’s Paul Kasriel has summed up the consequences of these 
actions in a single sentence: ‘So, while fiat currencies float along in tandem as 
their supplies increase in tandem, all of them are likely to sink in value relative 
to the genuine reserve currency — gold.’ 

It’s surely a case that gold’s stateless money franchise has come into its own 
again. 


Do Trees Grow to Heaven? 


The case for gold price rises is strong. But so are the prospects for a recession and 
tight money. Loose money fuelled the boom in asset prices. Tight money would 
deflate price excesses. Another factor that will keep gold prices down to earth is 
the miracle of compound interest that investors in gold forego. A serious investor 
holding gold over a period will factor in loss of interest and holding costs when 
buying. Six years ago when gold was under $300 and cheap loss of interest may 
not have been a factor. The upside was far greater than the downside. But it’s an 
important consideration now. 

Gold bulls had the right message in 2007. But have the dollar and the financial 
system allied to the hegemony of the United States had their day? Or can the 
mess be cleaned up? I have commented on economic developments since March 
2007 on The Goldwatcher blog — www.thegoldwatcher.com — and will continue 
to raise these questions. Equity markets weren’t shocked by a belated April 2008 
IMF report revealing a global credit crisis, an estimated $1 trillion loss exposure 
by banks, funds and financial intermediaries and global growth on the skids. 
Perhaps the market response was yes, things are worse than expected, but the IMF 
and the Fed are on the case now. The crisis is on the mend. In a pool of global 
financial assets of almost $170 trillion a $1 trillion loss isn’t going to break the 
bank. The reality, alas, is different. The global economy is in choppy uncharted 
waters. There are no landmarks. Only hazard warnings. 
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Persistent inflation erodes the value of paper money. Hyperinflation destroys 
it. There’s no textbook definition of hyperinflation. Inflation doesn’t have to reach 
the absurd levels seen in Zimbabwe to qualify as hyperinflation. In our economies, 
when house prices were rising 50-100 % over a few years it’s arguable that we 
experienced house price hyperinflation. When the price of crude oil doubled and 
doubled again within a few years it’s arguable we experienced energy hyperinfla- 
tion. With prices for some staple foods rising by 20-30 % it’s arguable we are 
experiencing food price hyperinflation. And, if that argument is flawed, we are in 
any event experiencing serious inflation. Robert Mundell, in an article on gold 
at $10,000 quoted in Chapter 4, argued that inflation in the low double digits 
would push the price of an ounce of gold to the $5000 to $10,000 range within 
a generation and democracy wouldn’t survive galloping inflation. That challenge 
was averted in the 1980s when the Fed, global central banks and policy makers 
tamed inflation. But in the 21“ century they may have lost the plot again. 

To bolster tax revenues in countries over-dependent on service industries it 
suited the US and UK political establishments to encourage all profit opportuni- 
ties — particularly profits booked by the innovative financial services industry. In 
the process bubbles were allowed to inflate. Spurred by artificially cheap money 
house prices ran wild. The over-leveraged activities of the shadow banking estab- 
lishment were left under-regulated. In the heyday of his fame, only a few years 
ago, former Fed Chairman Alan Greenspan declared that monetary authorities 
could neither recognise a bubble inflating nor do anything about it. Instead of 
encouraging the orgy surely it was the responsibility of governments to prick 
bubbles. Without reassurance on future policy commitments the chances of a 
systemic solvency crisis, resembling in some ways the crisis experienced in the 
1930s, can’t be ignored — and we still don’t know who the next US President 
will be, who will be in the administration and what mandate they will have from 
the electorate. But we know that in the past daunting challenges have been over- 
come in countries with strong economies, resolve and committed leadership. Even 
the soaring oil price could be brought back to earth by energy conservation or 
rationing. In 2007 and early 2008 seismic economic developments spurred gold 
price rises that were predictable, dramatic and probably sustainable. Gold bugs are 
now urging investors to bet the ranch on gold. On my analysis that would be 
foolhardy. Frank Holmes also advocates moderation in the following chapters 
(11=13). 


